University of Mississippi

eGrove
Honors Theses

Honors College (Sally McDonnell Barksdale
Honors College)

Spring 5-9-2020

The Book of Twelve Accounted for Cases
Ty Craig

Follow this and additional works at: https://egrove.olemiss.edu/hon_thesis
Part of the Accounting Commons

Recommended Citation
Craig, Ty, "The Book of Twelve Accounted for Cases" (2020). Honors Theses. 1547.
https://egrove.olemiss.edu/hon_thesis/1547

This Undergraduate Thesis is brought to you for free and open access by the Honors College (Sally McDonnell
Barksdale Honors College) at eGrove. It has been accepted for inclusion in Honors Theses by an authorized
administrator of eGrove. For more information, please contact egrove@olemiss.edu.

Abstract
This thesis is comprised of twelve case studies. The case studies were completed in
conjunction with Professor Dickinson's ACCY 420 course. Each case is independent and
has its own abstract.
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Case Study #1: Microsoft Power BI
Dr. Dickinson: ACCY 420
Ty Craig
29 August 2018
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Abstract
The intent of this case was to research data analytics tools to explore their
usefulness in making business decisions, specifically for audit and tax accountants. This
report analyzes how Microsoft Power BI can be incorporated in making business
decisions in an accounting partnership. Through Power BI, visual aids can be easily
created and accessible which boosts data communication in a company and saves
employees time. Due to low cost and low training time, Microsoft Power BI is a viable
technology option to boost efficiency in a company.

1.Identify the purpose of this tool and how it is used to make business decisions.

Microsoft Power BI is a business analytics tool used to help communicate data
within a business organization. The software helps to create graphs, tables, and other
visual aids to communicate data. Power BI also helps to gather information from other
data bases and apps. It then makes the data easily accessible and presents it to be easily
understood. Users, who may not understand data in Tableau or Python, can better read
and understand data presented in Power BI.
Businesses use past data and future projections to make business decisions. This
software can present the necessary data at one time in one place to help make a decision.
Data from several different locations (i.e. Excel) can be pulled and fit onto one figure.
This would allow employees to clearly see the data needed to make a decision at one time
and come to an agreement on the right decision. Power BI can also present multiple
figures and tables on the same screen. An employee could use the software to make a
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clear, persuasive argument for a decision to other employees. If all the employees are
presented with the data needed to make the decision and can understand it, then debate
and an agreement on the right decision can follow.

2. How, specifically, would you use the tool in the following business settings? Create at
least three specific scenarios for each category in which the tool would lead to more
efficiency and/or better effectiveness. Be sure to describe what kinds of data your tool
would use for each scenario.
a. Auditing
1. If information for financial statements is spread across in different sites and
programs, Power BI can be used to organize the information, so that it is all in one
location. This would help the auditor more efficiently analyze the financial
statements.
2. An auditor could also pull specific data from the past to help analyze the
company. For instance, an auditor could create a bar graph of annual expenses
over the past decade and find a trend in expenses to help assess the increase or
decrease in net income.
3. When reporting back to the company, an auditor could use Power BI to
present his or her report. His or her findings could be better presented with visual
aids created in Power BI.
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b. Tax Planning
1. In Power BI, a graph can be made that shows the different tax rates in every
state. For instance, a corporation might think about being incorporated in
Delaware for lower corporate tax rates. The graph can easily show how much the
corporation could save by switching states. The company can then decide if the
tax benefit is worth changing states or not.
2. If a company holds a conference every year in which they need five hundred
hotel rooms, it would be worth comparing city’s hotel tax rates to minimize costs.
A graph can be made in Power BI by using hotel tax rate data stored in Excel to
compare the cities. Another graph can be created to show the sales tax of each city
on food expenses. Power BI can present both graphs simultaneously, and the
graphs can be cross-referenced to find the city with the lowest tax expenses.
3. Power BI could also help display and find data on inheritance tax rates. A map
could be displayed and highlighted showing which states have an inheritance tax.
Power BI can find the data on the cloud and quickly configure a map to help a
client navigate around inheritance taxes. When a client is deciding to either leave
their funds in a will, retirement account, or in a trust for those who survive them,
it would be beneficial to give them easily understood visual aids so they
understand the best option. The client may not know the complexities of
inheritance tax laws, but they would appreciate a general understanding and to
have faith that all their worldly possessions are well taken care of.
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3. Write a few paragraphs to your future public accounting partner explaining why your
team should invest in the acquisition of and training in this tool. Explain how the tool will
impact the staffing and scope of your future engagements.
One of the best attributes of Power BI is it being user-friendly. Since it is a
Microsoft product, it runs and operates similarly to Word, Excel, and Office. It would be
safe to assume that most of the current staff already use these programs daily. Therefore,
the training for this product should be minimal. The company would only need to spend
minimal amounts of time and resources in preparing employees to use the software.
Power BI will save employees time daily by configuring data and graphs for them. They
can spend more time analyzing the data more efficiently which will lead to better
business decisions. The time of training is minimal compared to the time it will save for
years to come.
Either no investment or just a small monthly payment is needed to acquire Power
BI. For up to one gigabyte a month, Power BI is free for the user. If more than one
gigabyte is needed, then monthly payments starting at ten dollars will have to be paid.
The partnership could also start a free trial with no risk. The software is also rumored to
be free by next year. There is very little if any monetary risk involved in acquiring this
software which has potential to save immense amounts of time.
I would suggest starting the free trial and training soon, but I would hold out until
next year when it is free. I also cannot imagine it having an impact on staffing, as I expect
it to be easily learned by everyone already employed. I also cannot foresee any conflict it
would have with future engagements, other than dropping other programs in favor of this
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one. It would be in the company’s, employees’, and clients’ best interest to adopt this
software to save time and more efficiently communicate and share data.
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Case Study #2: Rocky Mountain Chocolate
Factory
Dr. Dickinson: ACCY 420
Ty Craig
5 September 2018
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Abstract

This case provided a good review of the accounting cycle as well as a chance to learn
some Excel skills. Proper journal entries, adjusting entries, and closing entries were
required to get the correct figures for the financial statements. In addition, formatting of
the financial statements was reviewed to make the figures clear and concise. The struggle
was formatting all the data into Excel. Learning stemmed from this struggle to better
effectively use Excel for financial statements. I learned how to create formulas in Excel
to check my numbers throughout the case. I also learned several shortcuts to be more
efficient. Skills were required to format the case cleanly and precisely. I learned these
skills from peers and by research. In the end, I was able to combine my past accounting
skills and new Excel skills to make financial statements in Excel.

Part A.
I expect to see accounts pertaining to the manufacturing process on the balance sheet. For
example, accounts such as raw materials, finished goods, and work in process should be
the major assets. The manufacturing equipment would also be a major asset. Salaries and
wages payable for all the factory workers and front office employees would be a major
liability. I would also assume the company would have many notes payables for raw
material items.
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Account Title

Cash and Cash Equivalent
Accounts Receivable
Notes Receivable, Current
Inventories
Deferred Income Taxes
Other
Property and Equipment, Net
Notes Receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued salaries and wages
Other accrued expenses
Dividend Payable
Deferred income
Deferred Income Taxes
Common stock
Additional paid-in capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and administrative
Retail operating
Depreciation and amortization
Interest income
Income Tax Expense

Beginning Balance

1,253,947.00
4,229,733.00
4,064,611.00
369,197.00
224,378.00
5,253,598.00
124,452.00
1,046,944.00
183,135.00
91,057.00
1,074,643.00
423,789.00
531,941.00
598,986.00
142,000.00
827,700.00
179,696.00
7,311,280.00
5,751,017.00
-

Purchase Inventory

7,500,000.00

7,500,000.00
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Account Title

Cash and Cash Equivalent
Accounts Receivable
Notes Receivable, Current
Inventories
Deferred Income Taxes
Other
Property and Equipment, Net
Notes Receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued salaries and wages
Other accrued expenses
Dividend Payable
Deferred income
Deferred Income Taxes
Common stock
Additional paid-in capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and administrative
Retail operating
Depreciation and amortization
Interest income
Income Tax Expense

Incur Factory Wages

Sell Inventory for

17,000,000.00
5,000,000.00
6,000,000.00

(14,000,000.00)

6,000,000.00

22,000,000.00
14,000,000.00
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Account Title

Cash and Cash Equivalent
Accounts Receivable
Notes Receivable, Current
Inventories
Deferred Income Taxes
Other
Property and Equipment, Net
Notes Receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued salaries and wages
Other accrued expenses
Dividend Payable
Deferred income
Deferred Income Taxes
Common stock
Additional paid-in capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and administrative
Retail operating
Depreciation and amortization
Interest income
Income Tax Expense

Pay for Inventory

(8,200,000.00)

Collect Receivables

4,100,000.00
(4,100,000.00)

(8,200,000.00)
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Account Title

Cash and Cash Equivalent
Accounts Receivable
Notes Receivable, Current
Inventories
Deferred Income Taxes
Other
Property and Equipment, Net
Notes Receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued salaries and wages
Other accrued expenses
Dividend Payable
Deferred income
Deferred Income Taxes
Common stock
Additional paid-in capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and administrative
Retail operating
Depreciation and amortization
Interest income
Income Tax Expense

Incur SG&A (cash Pay wages

(2,000,000.00)

(6,423,789.00)

Receive

125,000.00

(6,423,789.00)
3,300,000.00
125,000.00

1,505,431.00
2,044,569.00
1,750,000.00
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Account Title

Cash and Cash Equivalent
Accounts Receivable
Notes Receivable, Current
Inventories
Deferred Income Taxes
Other
Property and Equipment, Net
Notes Receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued salaries and wages
Other accrued expenses
Dividend Payable
Deferred income
Deferred Income Taxes
Common stock
Additional paid-in capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and administrative
Retail operating
Depreciation and amortization
Interest income
Income Tax Expense

Purchase PPE

(498,832.00)

Dividends

(2,403,458.00)

498,832.00

All other

790,224.00
(702,207.00)
91,059.00
(66,326.00)
92,052.00
(4,215.00)
132,859.00
139,198.00
(73,110.00)
(3,007.00)
503,189.00

3,709.00

(2,885,413.00)
(1.00)
(46,062.00)
66,729.00
1,112.00
315,322.00

(2,407,167.00)
944,017.00
5,492,531.00
693,786.00
1,499,477.00
(261,622.00)

(27,210.00)
2,090,468.00
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Account Title

Cash and Cash Equivalent
Accounts Receivable
Notes Receivable, Current
Inventories
Deferred Income Taxes
Other
Property and Equipment, Net
Notes Receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued salaries and wages
Other accrued expenses
Dividend Payable
Deferred income
Deferred Income Taxes
Common stock
Additional paid-in capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and administrative
Retail operating
Depreciation and amortization
Interest income
Income Tax Expense

Unadjusted Trial

3,743,092.00
4,427,526.00
91,059.00
3,498,285.00
461,249.00
220,163.00
5,885,289.00
263,650.00
1,046,944.00
110,025.00
88,050.00
877,832.00
946,528.00
602,694.00
220,938.00
894,429.00
180,808.00
7,626,602.00
3,343,850.00
22,944,017.00
5,492,531.00
14,693,786.00
1,499,477.00
1,505,431.00
1,782,947.00
1,750,000.00
(27,210.00)
2,090,468.00
-

Adjust for

Record

(216,838.00)

(698,580.00)

216,836.00

698,580.00
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Account Title

Cash and Cash Equivalent
Accounts Receivable
Notes Receivable, Current
Inventories
Deferred Income Taxes
Other
Property and Equipment, Net
Notes Receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued salaries and wages
Other accrued expenses
Dividend Payable
Deferred income
Deferred Income Taxes
Common stock
Additional paid-in capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and administrative
Retail operating
Depreciation and amortization
Interest income
Income Tax Expense

Wage accrual Consultant's Pre-closing trial

646,156.00

639,200.00
6,956.00

3,743,092.00
4,427,526.00
91,059.00
3,281,447.00
461,249.00
220,163.00
5,186,709.00
263,650.00
1,046,944.00
110,025.00
88,050.00
877,832.00
646,156.00
946,528.00
602,694.00
220,938.00
894,429.00
180,808.00
7,626,602.00
3,343,850.00
22,944,017.00
5,492,531.00
14,910,622.00
1,499,477.00
1,505,431.00
2,422,147.00
1,756,956.00
698,580.00
(27,210.00)
2,090,468.00
-
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Account Title

Cash and Cash Equivalent
Accounts Receivable
Notes Receivable, Current
Inventories
Deferred Income Taxes
Other
Property and Equipment, Net
Notes Receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts Payable
Accrued salaries and wages
Other accrued expenses
Dividend Payable
Deferred income
Deferred Income Taxes
Common stock
Additional paid-in capital
Retained Earnings
Sales
Franchise and royalty fees
Cost of sales
Franchise costs
Sales and Marketing
General and administrative
Retail operating
Depreciation and amortization
Interest income
Income Tax Expense

Closing Entry

3,580,077.00
(22,944,017.00)
(5,492,531.00)
(14,910,622.00)
(1,499,477.00)
(1,505,431.00)
(2,422,147.00)
(1,756,956.00)
(698,580.00)
27,210.00
(2,090,468.00)

Post-closing Trial Actual February

3,743,092.00
4,427,526.00
91,059.00
3,281,447.00
461,249.00
220,163.00
5,186,709.00
263,650.00
1,046,944.00
110,025.00
88,050.00
877,832.00
646,156.00
946,528.00
602,694.00
220,938.00
894,429.00
180,808.00
7,626,602.00
6,923,927.00
-

3,743,092.00
4,427,526.00
91,059.00
3,281,447.00
461,249.00
220,163.00
5,186,709.00
263,650.00
1,046,944.00
110,025.00
88,050.00
877,832.00
646,156.00
946,528.00
602,694.00
220,938.00
894,429.00
180,808.00
7,626,602.00
6,923,927.00
-
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Rocky Mountain Chocolate Factory, Inc.
Income Statement
For Year Ended February 28, 2010
Revenues
Sales
Franchise and royalty fees
Total Revenues

22,944,017.00
5,492,531.00
28,436,548.00

Costs and Expenses
Cost of Sales
Franchise Costs
Sales and Marketing
General and administrative
Retail operating
Depreciation and amortization
Total costs and expenses

14,910,622.00
1,499,477.00
1,505,431.00
2,422,147.00
1,756,956.00
698,580.00
22,793,213.00

Operating Income
Other Income (Expense)
Interest expense
Interest income
Other, net

27,210.00
27,210.00

Income before Income Taxes
Income Tax Expense
Net Income

5,670,545.00
2,090,468.00
3,580,077.00

Basic Earnings per Common Share
Weighted Average Common Shares Outstanding

0.60
6,012,717.00
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Rocky Mountain Chocolate Factory, Inc.
Balance Sheet
As of February 28,2010
Assets
Current Assets
Cash and cash equivalents
Accounts receivable, less allowance for doubtful
acccounts
Notes receivable, current
Inventories
Deferred Income taxes
Other
Total current assets

3,743,092.00

4,427,526.00
91,059.00
3,281,447.00
461,249.00
220,163.00
12,224,536.00

Property and equipment, net

5,186,709.00

Other assets
Notes receivable, less current
Goodwill, net
Intangible assets, net
Other
Total other assets

263,650.00
1,046,944.00
110,025.00
88,050.00
1,508,669.00

Total assets
Liabilities and Stockholders' Equity
Current Liabilities
Accounts Payable
Accrued salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Total current liabilities
Deferred Income Taxes

18,919,914.00

877,832.00
646,156.00
946,528.00
602,694.00
220,938.00
3,294,148.00
894,429.00

Commitments and Contingencies
Stockholders' Equity
Preferred stock, $10 par value; 250,000 authorized; 0
21

shares issued and outstanding
Series A Junior Participating Preferred Stock,
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Undesignated series, authorized 200,000 shares
Common stock, $.03 par value; 100,000,000 shares
Additional paid-in capital

180,808.00
7,626,602.00

Retained earnings
Total stockholders' equity

6,923,927.00
14,731,337.00

Total liabilities and stockholders' equity

18,919,914.00
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1. Operating
2. Operating
3. Operating
4. Operating
5. Operating
6. Operating
7. Operating
8. Operating
9. Investing
10. Financing

24

Case Study #3: Post-Graduation Discussion
Dr. Dickinson: ACCY 420
Ty Craig
19 September 2018
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Abstract:
The purpose of this case was to discuss and debate questions surrounding junior
accounting majors at the University of Mississippi. Three different scenarios were
presented to the class for the debate. First, the costs and benefits of attending law school
after graduating with a Bachelor’s of Accountancy were discussed. Second, the question
was asked if it was worth majoring in accounting even if the student was planning on
seeking other careers such as investment banking after graduating. Third, the morality of
leaving a firm after an internship for another city was debated. This case will provide
insight from points brought up by classmates in the debate as well as my opinions on the
subjects.

Scenario #1:
In scenario one, one accounting student discusses his desire to attend law school
after graduation. He tells about his cousin’s success as being a tax lawyer in New York.
The student also plans on doing an accounting internship over summer, even though he
wants to become a lawyer. Another student tries to persuade him to stay and get a
master’s in tax instead.
Both sides of the debate provided good points, and a student really cannot go
wrong between law school and a master’s in tax at the University of Mississippi. I have
also contemplated going to law school and have discussed it with several teachers and
mentors. At this point, I am leaning towards not attending law school and getting my
masters. However, as a freshman and before I got to school, I assumed I would attend law
school. This is a discussion I have had many of times, and I see the benefits in both sides.
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The master’s program provides a compelling argument that you spend less money
on tuition, less time in school, and have a hundred percent job placement after school.
The law school’s rebuttal is the increase in salary with a law degree. However, it is
argued back that the salary increase becomes minimal after the first few years in an
accounting firm. One of the most interesting points brought up was that a student could
get his or her masters in tax and JD simultaneously in a three year span. Dr. Dickinson
also pointed out that you could end up only paying for two years of law school rather
than three going this route. I was unaware of this program, and it is certainly something
to consider.
In the end, I believe you can be successful going either way. I would suggest not
putting too much emphasis on the salary differential or time and money spent on law
school. Rather, the student should make the decision based on what work he or she would
enjoy more. For me, I see my degree as a gateway into the business world to hopefully
open opportunities that I would enjoy working in. I do not plan on making my degree my
career, so I have chosen the cheaper and quicker route and decided to bypass on law
school.
Scenario #2:
In this scenario, two students state that they are accounting majors because the
school here at Ole Miss is reputable, but that they would rather pursue careers outside of
accounting after graduation. Another student argues that they should change majors to
better fit those specific fields to give them a better understanding of that field and a better
chance of getting into that field.
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The argument is if accounting is a good major for any business career or only for
accountants. Some argued that those who want to pursue investment banking and other
specific financial fields should change majors better suited for those careers. The other
side argued that accounting is “the language of business”. In class, this was a pretty onesided argument. About forty-five students out of fifty-five argued to major in accounting
even for other careers. I think this showed that most students in the accounting school
right now are not interested in being accountants and using it is a gateway into the
business world.
For Ole Miss specifically, this is common because the accounting school is a
more rigorous and more highly ranked than the business school. Ole Miss also offers
numerous scholarships for accounting majors. Before I even decided to go to Ole Miss or
better yet even my major, the school reached out to me offering a scholarship if I chose to
be an accounting major. I decided to take the money and declare to be an accounting
major, and here I am as a junior still an accounting major and would not ever change it. I
assume that numerous of other students in this class were offered the same scholarships
and came to the same conclusions as I. The Patterson School of Accountancy does a
tremendous job recruiting elite students, but many of them will find success in careers
outside of accounting.
I plan on being an accountant after getting my masters, but if a better opportunity
comes along at any point I would be willing to take it. I would give credit to my
accounting degree and the Patterson School of Accountancy for helping me get that
opportunity. I think the greatest part of an accounting degree is that it is the most portable
degree and can get you a job from anywhere as an FBI agent to a real estate developer to
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a tax consultant. This is the biggest reason why and chose to be an accounting major and
why I believe it is an attractive major for many students.
Scenario #3:
In scenario three, a former student emails Dr. Dickinson if he or she can transfer
his or her job offer to Dallas after doing an internship in Washington, D.C. By doing so,
it would question the student’s loyalty, and the office in D.C. would lose on its
investment of the internship.
I do not think there is any harm in the intern asking for Dr. Dickinson opinion;
however, the intern should also ask the employer in D.C. and be transparent with the
office. I do like Dr. Dickinson’s response which says the intern should contact the
recruiter in Dallas and stay working in D.C. for a year or two before a new offer in Dallas
comes along. It is also important to remember that being a high performer could be a
huge in this type of situation. The firm may do more to help the intern, they can keep him
or her in the firm. I also think that the intern would start to possibly enjoy D.C. more after
a year or two and after the homesickness passes.
Living in a different and new place could give the intern more network
connections and serve as a learning experience, as he or she finds a way in a big city with
different culture. By staying, the intern would also show loyalty to the firm which would
strengthen his or her reputation in the firm as well as the relationship with the firm. As
Dr. Dickinson pointed out in class, the Big Four Firms spend, on average, $175,000 on
each intern and only capture the return on that investment if the intern works for the firm
for about three years. Three years is not that long of a time when looking at the whole
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duration of a career. Any intern should strive to stay for the three years, unless it is
unbearable or if a new opportunity that he or she cannot resist comes around.

The Honor Code:
“On my honor, I pledge that I have neither given, received, nor witnessed any
unauthorized help on this case study.”
Signed ____Ty Craig__________________________________
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Case Study #4: Accounting for Debt
Securities Sales and Impairments
Dr. Dickinson: ACCY 420
Ty Craig
3 October 2018
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Abstract:

The purpose of this case is to study the accounting rules pertaining to the impairment of
debt securities. The rules are then used to make a judgement about which securities to
impair and the period in which they should be impaired. The rules are found in the FASB
Codification; however, other outside sources are used in making a proper judgement.
Articles written by CPA’s and even a textbook are used in answering the questions in this
case. Assumptions and scenarios are changed in each question to make further
judgements about the rules and intent of the bank. The role of the accountant or student is
to make the judgement that best accurately represents the financials of the bank to
external users.

Although I did learn the accounting rules pertaining to impairment of debt securities, I
learned more about the challenges and complexities of making decisions as an
accountant. In most courses, the rules and scenarios are outlined in a way such that there
is clear right or wrong answer. In this case, many different arguments could be made and
backed up by different evidence and rules. I often changed my answers after doing more
research and gaining more perspective on the implications of impairing the securities. I
would argue that I used the full disclosure accounting principle and the qualitative
characteristics, such as completeness, neutrality, and timeliness, more than the accounting
rules to make my judgements.
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1. Assume that Generic Bank does sell the aforementioned securities shortly after
year end in early 20x3. Does Generic Bank have an impairment loss on the seven
securities designated above in 20x2?
Generic Bank does have an impairment loss on the securities in 20x2. According
to the Financial Accounting Standards Board (FASB) Codification Section 32010-35, a debt security is other-than-temporarily impaired if there is intent to sell
the security. Since the bank had the intent to sell them to settle a liquidity crisis
for employee bonuses in 20x2, the loss should be recorded in 20x2. Even though
the bank sold them in 20x3, they still had the intent to sell them in 20x2 and
should be impaired in 20x2.
2.

Assume that Generic Bank does sell the aforementioned securities shortly after
year end in early 20x3. Does Generic Bank have an impairment loss on securities
other than the seven securities sold? If so how would you determine the extent of
the impairment?

The bank would not have an impairment loss on any other securities. The other
securities are considered temporarily impaired according to the footnote stating:

There are 55 investments in an unrealized loss position. The investments
have no credit deterioration and are impaired due to interest rates and
therefore is not considered other than temporarily impaired because the
Bank has the intent and ability to hold them until maturity.
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Since there is no credit deterioration and the loss is from fluctuation in interest
rates, the securities are only temporarily impaired. The interest rates could fall
back down and the securities could become a gain or less of a loss or equal to
their amortized cost. Generic Bank also did not have the intent to sell all of them
but only the seven mentioned; therefore, they should not impair all fifty-five.
3.

Does your answer change if you assume the role of Heather Herring, the external
auditor? Does your answer change if you assume the role of a bank regulator?
What other factors might an external auditor or regulator consider in making their
determination?
Heather would possibly be more prone to impair more than seven of the
securities. She would be more rigid in accessing the banks gains and losses. She
would rather the losses be overstated rather than understated. Her assessment
would be more conservative because she would be more concerned about
accurately depicting the value of the bank to external users. The bank regulator
would be the strictest about the financials of a bank. The regulator needs to make
sure the bank is in good capital standing. Therefore, he or she would want to
make sure that the bank’s securities are impaired when needed. Since those are a
large part of their assets, the regulator would want to make sure that the bank can
keep them and are reported properly to support the capital of the bank.
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4.

How would your assessment of the existence of an impairment in both
requirements 1 and 2 change if the securities sold had been collectively in a net
gain position? What if all the securities sold were in gain positions?
An impairment is defined as, “a loss in value such that the fair value of the
investment is below its carrying value” (Kieso p. 974). Therefore, I would not
impair securities that are in a gain position.
If there are some securities that are sold for less than the amortized cost, then I
would impair those securities. Considering that the securities would be sold
individually, I would account for them individually in which those in a loss
position would be impaired.
5.

Assume that Generic Bank does sell the aforementioned securities shortly after
year end in early 20x3. Does Generic Bank have an impairment loss on securities
other than the seven securities sold?

Generic Bank may need to record more impairment loss on other securities than just the
seven sold. According to FASB Codification Section 320-10-35, a security can be
considered other-than-temporarily impaired if it is more likely than not that it will be
required to sell the security prior to its anticipated recovery (Recognition). Since it is now
assumed that the bank may have capital issues, the bank might be forced to sell more
securities over time to keep capital ratios adequate. The bank would need to come up
with an estimate of assets they may need to sell in the coming year to be adequately
capitalized. Next, the bank can impair securities during the same year based on the
estimate of securities that will be more likely than not sold in that year.
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Abstract:
The purpose of this case was to explore my two most preferable cities for an internship
and to live in after school. My cities are New York City and Los Angeles. I composed a
budget living in both cities, as well as what activities and resources the cities have to
offer. Obviously, the two biggest cities in America have anything and everything I would
want. The problem with both is that they are notoriously expensive. Both cities are
feasible to live in with a proper budget and careful spending. Los Angeles and New York
both have a wide range of opportunities in a multitude of industries which is what makes
them appeal to me. These cities are also some of the busiest and most competitive places
in the world. Either city would be challenging and tough, but I believe the experiences
and the opportunities in these cities would be worth the hard work. The people and
networking opportunities in either city would be good in finding new clients and working
in other industries. By working in several different industries and doing different jobs, the
learning curve would be exponential. I believe I would receive a priceless education in
either city which would set me up well for the rest of my career. I believe my skills
would be sharpened and my knowledge broadened at these cities which would in turn
open up an array of opportunities for my career and the accounting firm.
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New York, New York
New York city has a population of over eight million making it the most
populated city in America. New York is notoriously known for having rain and fog that
can stick around during any season. The spring season has the most rain and is said to be
the most unpleasant season. During the spring, it is common to have rainy days in the 40s
and 50s. On the other hand, the winter is cold enough to make the rain turn into pleasant,
beautiful snow. It can get as cold as below zero degrees and only occasionally makes it
above freezing temperatures during the winter. The summer is considered the most
favorable season. With highs of 86 degrees Fahrenheit and lows of 68 degrees, the
summer sets up for the most ideal temperatures to enjoy the outdoors. New York also
enjoys a beautiful changing of seasons during the fall. The leaves turn into radiant orange
and red colors. Many festival and outdoor events occur in the fall as well.
New York’s climate and weather mostly comes from a result of being on the
water. The city is surrounded by various bays and has rivers that separate the seven
different boroughs. The Hudson River runs along Manhattan and provides a pleasant
backdrop to one of the busiest and most crowded areas in the world. The Appalachian
Mountains runs through New York making a hiking and skiing possible just outside of
the city. In the city, the coastal area keeps the elevation low with little changes in
elevation. Manhattan contains one of the most well-known public parks, Central Park.
Central Park provides well needed green space in the middle of the urban area. It has an
area of 840 acres. The park contains three small lakes, a zoo, athletic fields, an open-air
theater, and varied terrain and vegetation for pleasant walks.
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However, there is a price to pay to live in New York. Assuming a salary of
$50,000 per year, approximately 15.12% of each paycheck will go towards taxes. Ten
percent if for federal taxes and the remaining is for the New York state income tax. It is
also important to note that New York City imposes a personal income tax as well. This
tax ranges from 2.9 to 3.9 percent on personal income. However, New York City has low
property tax rates compared to the rest of the state. The property tax rate is only 0.8
percent while other areas of New York can have a property tax of over 2.5 percent. The
city also has a sales tax of 4.5 percent. In the end, one can expect to pay hefty amounts in
taxes living in New York City as it is subject to some of the highest tax rates in America.
There are also additional taxes for parking and owning a car, but these can be
avoided due to New York City’s public transportation system. Most citizens do not own a
car and rely on public transportation. The city has subways and buses for effective mass
transportation. If walking is not a viable option, mass transit is the next best option.
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New York City is often referred to as the economic capital of the world. The city
contains a multitude of industries. The top industries include finance and trade,
healthcare, real estate, and media. The healthcare in New York contains some of the most
pristine doctors and facilities, but it often faces overcrowding problems due to the large
population. As with everything else in New York, the healthcare can also be costly but is
still accessible.
For a city formerly known as the murder capital, the crime rates are at an all-time
low. City officials and law enforcement have worked hard over the decades to steadily
decline crime rates. Crime rates have fallen in each major felony category except for the
counts of reported rape. The most dangerous area according to crime statistics is
Midtown. Midtown is located just outside of Manhattan, so New Yorkers must keep their
wits about them to be careful not to go down the wrong alley after work.
I expect to live in Manhattan during an internship and depending on my
experience and affordability I plan on living there during my first three years as well.
According to some locals, I would be lucky to find a good place to share with two to
three roommates and pay around $1000 a month in rent each. The rent for the place
pictured below is $5000 a month which would be split between four tenants. As shown in
the pictures, the place is small and tight. The square footage is not given, but it seems that
the place is pretty much only good for sleeping in. Most of my time would have to be
spent at other spots around the city and not at home. I would not have to worry about
parking as I will not have a car in New York. I will either walk or use the rail system to
commute around the city. The apartment should be close to work, and I would only
expect a fifteen-minute commute either walking or taking a subway.
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Grocery stores and laundry mats should be littered all around my
apartment. However, locals have told me that I should use services that deliver
groceries to my apartment and my laundry. According to them, most similar
services now offer online ordering and delivery as it is easier with all the crazy
traffic in the city.
As it is not viable for me to spend my time off work at home, it would be
important for me to get involved in various organizations. I would get involved in
a church as I grew up going to church multiple times a week. My favorite hobby
is golf, and I would like to join a golf course when I get the funds to do so. I
would also try to find a good charity to get involved with through the church or
work.
I will have no problem finding entertainment activities in New York. I
have never been too into plays, but I would have to see a couple shows on
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Broadway. One of the first things I would do is go to a Knicks game. I would also
probably follow Eli Manning from Ole Miss and support the New York Giants.
Seeing shows at Comedy Club is also something I would enjoy. I may have to go
outside of the city a little bit, but I would have to get some golf in on the
weekends or use it as a time to do business on the course.
I would fly to get home. The average cost is usually around $200 for
round trips to Nashville and back to New York. Many flights are available
between the two cities and find an affordable flight should not be a problem.
With a salary of $60,000, the money would be tight living in New York
but if managed correctly it is doable. I would expect to pay around $12,000 in
taxes, so I am left with $48,000 to spend throughout the year which comes out to
$4,000 a month. Rent would take $1,000. According to my research, I should
expect to spend $130 a month on utilities for an apartment my size. I should also
expect to spend another $700 a month on food and other essentials. My
transportation cost should be immaterial since I will be using public
transportation. I also expect to stay on my parents’ health insurance plan until I
am 26 which would limit a major expense. I expect my phone bill to be $50 a
month assuming I utilize Wi-Fi to the fullest. This would all leave me with $2,120
for savings and personal entertainment. My goal is to save 25% of my income so
that would be $1,000 per month. I would then be limited to $1,120 a month for
golf, Knicks games, and shows. I would have to pick and choose what I do wisely
and cut back on spending in some areas, but I believe with a budget I can enjoy
New York with my starting salary.
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Los Angeles, California
Los Angeles comes in behind New York for the most populated US city
with four million residents. However, the climate is quite different from New
York. The climate is temperate and stays relatively mild to hot year around. The
winters are the rainy season, and all the other seasons are relatively the same. Los
Angeles does not have a big changing of seasons, and fall, spring, and summer are
similar. However, the city does have a changing topography. From starting at sea
level at the beach to climbing up 10,046 feet at Mount Baldy. The city has
valleys, beaches, and mountains. The climate and topography of LA is part of
what makes it such a desirable city.

There is also a price to pay to live in LA. With a salary of $50,000, I can
expect to pay $9,800 in taxes. Half of it is due to federal income tax. The state
income tax would be 8% with a $50,000 salary. There is not a local income tax,
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but the combined sales tax in LA is 9.5%. There is also a general property tax
starting at 1%.
LA has buses and a subway system. The city has been rapidly laying down
new rail to expand the use of subways. As of now, the people mostly rely on cars
to commute around. The city also has the fourth largest airport.
The major industries in LA are entertainment, technology, tourism, and aerospace.
The healthcare in LA is also very good. With being one of the most
populated cities, the best doctors and healthcare services are drawn into the city.
The public hospitals are also a good option for those uninsured.
However, with a big city also comes a high activity of crime. LA has one
the highest violent crime rates. A person in Los Angeles has a 1 in 36 chance of
being a victim to violent crime. Compton, Hyde Park, and Chesterfield Square are
some of LA’s most dangerous areas.
Considering most accounting firm offices are in the heart of downtown
Los Angeles, I would like to live downtown. The rent is $3,800 a month for three
tenants which would equate to about $1,300 a person. The apartment has two
bathrooms and 1300sqft. The parking is included as well as a washer and dryer
and even a fitness facility. However, the place is on the outskirts of downtown
and the commute to work by car can be hard during rush hour times. I would take
my car since that is how most people there commute. However, I would probably
try to use the public transportation system as much as possible and depending on
how bad the traffic is. There is also a Target which is less than half a mile away
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from the apartment which is where I would do my grocery shopping and other
essentials for the apartment.
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I would like to also get involved in a church in LA. That is something that
I would need to figure out when I get there after visiting several different
churches in the area. There is also the Good Samaritan Hospital across the street
from the apartment where I could volunteer at. I think it would be a good way to
be active in my community and meet new people in the area while also
representing the firm in a good way. Again, I would like to join a country club to
play golf at after saving up some money. Most country clubs do not post
membership fees and are invite only, so that is also something I would have to
figure out once I get there.
I will also have an easy time finding activities to do in LA. The
entertainment industry is fascinating to me, so to work in that industry I will
probably keep myself busy checking out various shows and sources of
entertainment for networking opportunities. I would for sure go to Lakers games
and Rams games. My love for rollercoasters would also occasionally take me over
to Disneyland and Universal Studios. I would also enjoy the Hollywood talent and
go to shows at places like the Hollywood Bowl and Staples Center.
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I would have to fly home back to Nashville. The average cost of a
roundtrip ticket is $250. The commute back home is like the commute from New
York to home, so this would have no bearing on my decision.
After taxes, I would have about $46,500 given an income of $60,000. This
would give me a monthly budget of $3,875. My rent would be $1,300 which
would leave me $2,075. The average utility cost in Los Angeles is $130, and the
average food cost is $700. I would also assume using a tank of gas a week which
would be $200 a month. After these expenses, I would have $1,045 left for
savings and personal expenditures. I would save $345 of this and spend the other
$700 for entertainment and personal care.
After researching both cities, I am actual more comfortable now with the
idea of living in either city. I would enjoy the beaches and moderate yearly
temperatures in Los Angeles. However, I believe that the budget in New York
works more favorable. The public transportation system is also more favorable in
New York. These two factors make New York a more viable option for me right
out of college. New York also offers a bigger variety of industries which is also
favorable since I do not know which industry I would like to work in. However, I
would keep an ear open to job opportunities in Los Angeles later in my career.
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Abstract:
The purpose of this case was to review the ethical behaviors in accounting. By
specifically looking at WorldCom as an example, I could see how big of an impact false
entries and accounting can have on an array of people. Investors loss two trillion dollars
and five hundred thousand people lost their jobs because of false accounting entries. This
case and WorldCom are good reminders to stick to your own moral principles and
accounting principles even if there is pressure to do otherwise. The false entries might
have helped some people, but overall, it greatly affected peoples’ lives, job, and
investment funds. Our jobs as accountants is to not hit certain earnings projections but
rather to accurately and fully disclose financial information to external users, such as
investors and creditors. The business plan and strategy as well as other employees of the
company are held responsible to make sure that the profitability of the company remains
afloat. Meanwhile, the accountants are simply responsible for reporting the results of the
company. It is important to remember that there are other opportunities and always jobs
available for accountants. So, if a boss or supervisor pressures an accountant to falsify
numbers, they always have the right and the option to walk away and pursue another job.
The consequences of false accounting impact a multitude of people, and it is never worth
doing. As accountants, we must hold ourselves to the highest standards and remember
that we hold a big responsibility.

A big issue in the WorldCom scandal is that entries were made that capitalized
costs as an asset that had previously been accounted for as expenses, and the change in
accounting was not fully disclosed on the financial statements. An asset is what a
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company acquires with the intent to use for future profitability. Expenses are assets and
liabilities that are used up to generate revenue and continue operations. Costs should be
capitalized as assets when they are being held to generate revenue in future periods. On
the other hand, costs should be expensed in the period that they are used up to generate
revenue to fulfill the matching principle. When the costs are initially capitalized as assets,
the balance sheet is affected by an increase in total assets and an increase in either
liabilities or equity depending on how the cost of the asset was covered. The cost of the
asset also could have been covered by another asset which would have no effect on total
assets but could influence other specific asset accounts. If the cost is capitalized, it has no
effect on the current period’s income statement but will show up on future income
statements.
The company recorded line costs in the amount of $14,739,000,000. The “line
costs” are operating expenses that represent the cost incurred by the company in paying
outside companies to complete the calls for their customers or for their own calls for
business purposes. The entry (in billions) should have been made as follow to account for
the cost incurred.
Dr. Line Cost Expense

14.739

Cr. Cash or Accounts Payable 14.739

These line costs were improperly capitalized as assets. The costs were incurred in the
given period in an effort to carry on continuing operations. The costs were not incurred in
an effort to gain future revenues. Therefore, these costs should have been expensed in the
period incurred.
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The improper entry made by WorldCom in capitalizing $3.055 billion line costs is as
follows:
Dr Property, Plant, and Equipment 3.055
Cr Cash or Accounts Payable 3.055
Thus, these costs appeared on the balance sheet as an asset under Property, Plant, and
Equipment. The costs would not appear on the statement of cash flows. A portion of the
costs may appear on the statement of cash flows in terms of depreciation expense at the
end of the year.
The entry made to account for the depreciation of the improperly capitalized expense
would be made as follows.
Dr Depreciation Expense 83,306,818
Cr Accumulated Depreciation 83,306,818
Note: The calculation of depreciation expense was made as follows:
(In millions)
First Quarter:

$771 x 4/4 = $771

Second Quarter: $610 x 3/4 = $457.5
Third Quarter:

$743 x 2/4 = $371.5

Fourth Quarter: $931 x 1/4 = $232.75
Total Depreciation:

$1832.75

Divided by useful life:

22 years

Depreciation expense per year: $83.306818
Now, I will calculate WorldCom’s net income assuming the correct entries were made and
that the line costs were expensed rather than capitalized. This would also imply that the
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depreciation expense calculated above should not have been expensed and taken out of net
income.
Income before Taxes

2,393,000,000

Add Depreciation Expense that should
Not have occurred

83,306,818

Line Cost Expense that was incorrectly
Capitalized

(3,055,000,000)

Minority Interests
Corrected Net Income (Loss)

35,000,000
(543,693,182)

No taxes would be paid since WorldCom would have been operating at a net loss
considering the correct entries were made. The difference in income is definitely material
since a net income of over one and a half billion dollars was reported instead of a net loss
of over half a billion dollars. So, the false entries inflated the net income by over two billion
dollars for the year 2001.
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Abstract:
In this case, we looked at Starbucks financial statements and answered a sequence of
questions. The questions guided us through what being an auditor might be like and the
questions which should be asked and answered. In this case, we also navigated through
SEC filings to find Starbucks 10-Ks from 2012 and 2013 to formulate common-size
balance sheets and income statements. I have never heard or looked at common-size
financial statements so that is what I mostly took away from this case. I also enjoyed
looking at Starbucks “real life” financial statements to apply some accounting principles I
have learned thus far. I also enjoyed analyzing the abnormal litigation charge in 2013 and
how Starbucks accounted for that and its effect on earnings and other financials.

1. What is the nature of Starbucks’ business? That is, based on what you know about the
company and on the accompanying financial statements, how does Starbucks make
money?

Starbucks makes their money off the company-operated stores. Their business model is
making their coffee and serving it to customers in their stores. Essentially all of their
revenue comes from serving customers in Starbucks store locations.
2. What financial statements are commonly prepared for external reporting purposes?
What titles does Starbucks give these statements? What does “consolidated” mean?
According to GAAP, the financial statements used are balance sheet, income statement,
statement of cash flows, and a statement of equity. The statements provided by Starbucks
are Consolidated Statements of Earnings, Consolidated Statements of Comprehensive
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Income, Consolidated Balance Sheet, Consolidated Statements of Cash Flows, and
Consolidated Statements of Equity. The consolidated means that all of their subsidiaries
are presented under one economic entity.
3. How often do publicly traded corporations typically prepare financial statements for
external reporting purposes?
Publicly traded companies must report financial statements after every quarter.

4. Who is responsible for the financial statements? Discuss the potential users of the
Starbucks financial statements and the type of information they are likely interested in.

The company’s management is responsible for the financial statements. An independent
auditor then comes in and checks the fairness and disclosure of the statements. The users
of the statements are current and potential investors and shareholders in the company.
The most important information is making sure that the company is profitable by
checking the income from operations and net income. Earnings per share is also
important information. It is also important to look at the cash flow of the company and
check their debts to ensure that the company is not insolvent.

5. Who are Starbucks’ external auditors? Describe the two “opinion” letters that
Starbucks received in 2013. In your own words, what do these opinions mean? Why are
both opinions dated several months after Starbucks’ year-end?
Deloitte and Touche LLP are Starbucks’ external auditors. The two opinion letters are
just letting the public know that the financial statements and operations of the company
are done within the guidelines of the PCAOB and Committee of Sponsoring
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Organizations of the Treadway Commission. Starbucks is given 90 days after their year
end to report financial statements.

STARBUCKS CORPORATION
CONSOLIDATED STATEMENTS OF
EARNINGS
(in millions, except per share data)

Common-size
Income Statement

Sep 29,
Fiscal Year Ended

Sep 30,

2013

2012

79.19%

79.21%
9.10%
11.69%
100.00%

2013

2012

$11,793.20
1,360.50

$10,534.50
1,210.30

1,738.50

1,554.70

14,892.20

13,299.50

9.14%
11.67%
100.00%

6,382.30

5,813.30

42.86%

43.71%

4,286.10

3,918.10

457.20

429.90

28.78%
3.07%

29.46%
3.23%

621.40

550.30

4.17%

4.14%

937.90

801.20

6.30%

6.02%

2,784.10

-

Total operating expenses

15,469.00

11,512.80

Gain on sale of properties

-

-

251.40

210.70

(325.40)

1,997.40

Interest income and other, net

123.60

94.40

Interest expense
Earnings/(loss) before income
taxes
Income taxes

(28.10)

(32.70)

18.70%
103.87%
0.00%
1.69%
-2.19%
0.83%
-0.19%

0.00%
86.57%
0.00%
1.58%
15.02%
0.71%
-0.25%

(229.90)

2,059.10

-1.54%

15.48%

(238.70)

674.40

8.80

1,384.70

5.07%
0.00%
10.41%
0.00%
0.01%

Net revenues:
Company-operated stores
Licensed stores
CPG, foodservice and other
Total net revenues
Cost of sales including
occupancy costs
Store operating expenses
Other operating expenses
Depreciation and amortization
expenses
General and administrative
expenses
Litigation charge

Income from equity investees
Operating income/(loss)

noncontrolling interests
Net earnings attributable to
Starbucks
Earnings per share - basic

0.50

0.90

-1.60%
0.00%
0.06%
0.00%
0.00%

$8.30

$1,383.80

0.06%

10.40%

$0.01

$1.83

Earnings per share - diluted

$0.01

$1.79

0.00%
0.00%

0.01%
0.01%

Net earnings including noncontrolling
interests
Net earnings attributable to
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0.00%

Weighted average shares outstanding:

0.00%

STARBUCKS CORPORATION
CONSOLIDATED BALANCE
SHEETS
(in millions, except per share data)

Common-size Balance
Sheet
Sep 29,

Sep 30,

2013

2012

2013

2012

$2,575.70

$1,188.60

Short-term investments

658.10

848.40

Accounts receivable, net

561.40

485.90

1,111.20

1,241.50

Prepaid expenses and other current assets

287.70

196.50

Deferred income taxes, net

277.30

238.70

5,471.40

4,199.60

58.30

116.00

496.50

459.90

3,200.50

2,658.90

Deferred income taxes, net

967.00

97.30

Other assets

185.30

144.70

Other intangible assets

274.80

143.70

Goodwill

862.90

399.10

$11,516.70

$8,219.20

Accounts payable

$491.70

$398.10

Accrued litigation charge

2,784.10

-

Accrued liabilities

1,269.30

1,133.80

Insurance reserves

178.50

167.70

Deferred revenue

653.70

510.20

Total current liabilities

5,377.30

2,209.80

Long-term debt

1,299.40

549.60

357.70

345.30

7,034.40

3,104.70

22.36%
5.71%
4.87%
9.65%
2.50%
2.41%
47.51%
0.51%
4.31%
27.79%
8.40%
1.61%
2.39%
7.49%
100.00%
0.00%
0.00%
4.27%
24.17%
11.02%
1.55%
5.68%
46.69%
11.28%
3.11%
61.08%
0.00%

14.46%
10.32%
5.91%
15.10%
2.39%
2.90%
51.09%
1.41%
5.60%
32.35%
1.18%
1.76%
1.75%
4.86%
100.00%
0.00%
0.00%
4.84%
0.00%
13.79%
2.04%
6.21%
26.89%
6.69%
4.20%
37.77%
0.00%

ASSETS
Current assets:
Cash and cash equivalents

Inventories

Total current assets
Long-term investments
Equity and cost investments
Property, plant and equipment, net

TOTAL ASSETS
LIABILITIES AND EQUITY
Current liabilities:

Other long-term liabilities
Total liabilities
Shareholders' equity:
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Common stock ($0.001 par value) authorized,
1,200.0 shares; issued and outstanding, 753.2 shares
and 749.3 shares (includes 3.4 common stock units),
respectively
Additional paid-in capital
Retained earnings
Accumulated other comprehensive income
Total shareholders' equity
Noncontrolling interests
Total equity
TOTAL LIABILITIES AND EQUITY

0.80

0.70

282.10

39.40

4,130.30

5,046.20

67.00

22.70

4,480.20

5,109.00

2.10

5.50

4,482.30

5,114.50

$11,516.70

$8,219.20

0.00%

0.00%

0.00%
0.00%
0.01%
2.45%
35.86%
0.58%
38.90%
0.02%
38.92%
100.00%

0.00%
0.00%
0.01%
0.48%
61.40%
0.28%
62.16%
0.07%
62.23%
100.00%

6. Demonstrate that the accounting equation holds for Starbucks. Recall that the
accounting equation is: Assets = Liabilities + Equity.
$11,516.70 = 7,034.40 + 4,482.30

$11,516.70 = $11,516.70

7. What are Starbucks’ major assets? Calculate the proportion of short-term and longterm assets for 2013. Does this seem appropriate for a company such as Starbucks?
Cash, invertor, and PPE are Starbucks’ major assets. They have $5,471.40 of short-term
assets and $6,045.30 of long-term assets. The proportion is .9 to 1 short-term versus longterm assets. Although surprising, the proportion is actual appropriate for Starbucks
considering that all their business is done short-term with small cash sales. There is no
reason for them to have many receivables and the only long-term assets are the
equipment and stores themselves.

8. In general, what are intangible assets? What is goodwill? What specific intangible
assets might Starbucks have?
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Intangible assets are assets that are not physical and often require estimates. Examples are
a patent, goodwill, brand recognition, and other intellectual property. Goodwill arises
from the purchase of an existing business. It is the added value of that business that is not
identified by other assets. Starbucks has goodwill from the subsidiaries it owns.
Starbucks also probably has patents on its coffee and also probably a good number for
brand recognition. Trademarks on the name and logo are also intangible assets.

9.How is Starbucks financed? What proportion of total financing comes from nonowners?
61.08% of the financing comes from liabilities and debt while 38.9% comes from
shareholders’ equity. 0.02% come from financing by non-owners.

10. Review the revenue recognition policies of Starbucks discussed in Note 1 (Summary
of Significant Accounting Policies). Does Starbucks record revenue when they receive
cash from their customers (cash-basis accounting) or do they follow a different rubric (for
example, accrual accounting)? How does Starbucks record revenue on stored value cards
(i.e., gift cards)? What challenges in measuring revenue do you observe? That is, are
there any significant judgments management needs to make in recording sales revenues at
Starbucks?
Starbucks records revenue on a cash-basis. For stored value cards, Starbucks uses
deferred revenue and recognizes revenue when the cards are redeemed. I wonder if they
account for big catering orders and other similar events on the cash basis as well or if
they use accrual accounting for that since those events can be planned way into the
future.

11. What are Starbucks’ major expenses?
Cost of sales and store operating expenses are their major expenses.
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12. Were there any significant changes in the cost structure during the most recent year?
Starbucks changed the accountability for and reporting of certain indirect overhead costs.
Indirect merchandising, manufacturing costs and back-office shared service costs are now
allocated on the corporate level instead of the segment level.

13.In fiscal 2013, Starbucks separately reported a litigation charge and included it in
operating income. Why didn’t the company just include this amount within the line item
for general and administrative expenses? Why is it an operating expense?
It is a material amount that is not part of annual expenses. A litigation charge does not
necessarily happen every year and one of that size should be reported on its own line. If
included in general and administrative expenses or operating expenses, it could be
misleading to investors and shareholders who may question the profitability of the
company.

14. Was the company profitable during 2013? During 2012? Explain your definition of
“profitable.”
The company was profitable during both 2012 and 2013. In 2013, Starbucks reported a
loss but my definition of profitable would be that if the “normal” daily expenses and
costs of the company are less than that of its revenues. I do not consider that litigation
charge to damage the profitability of the company and just hope they have contingencies
built up to cover the unusual expense.

Compare Starbucks’ net earnings to net cash provided by operating
activities and explain the difference.
15.

The net earnings are the net income provided by operating revenue minus operating
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expenses. The net cash includes the net earnings but also adds and subtracts back gains
and losses and current assets and liabilities to show the increase of cash from the year.

16.How much cash did Starbucks use for expenditures for property, plant and equipment
during fiscal 2013?
Starbucks used 1,151.2 (million) for expenditures of PPE. However, they did gain 15.3
million in cash from the sales of PPE.

17.What amount of dividends did Starbucks pay during the year? How does this amount
compare to the amount of dividends declared as shown in the statement of equity?
Starbucks paid 628.9 million in dividends. They declared a dividend of $.89 per share.
With 753.2 million common shares outstanding, they declared to pay 670.348 million in
dividends. The numbers are comparable; however, it is important to remember that some
dividends they paid in 2013 could have been dividends declared from 2012.

18.Several notes to the financial statements refer to the use of “estimates.” Which
accounts on Starbucks’ balance sheet require estimates? List as many accounts as you
can. Are any accounts estimate-free?
All of them require estimates to an extent. Some require more estimating than others.
Some are also more accurately estimated than others. But in the end, all the numbers we
are working with are estimates and we must remember that.

The Honor Code:
“On my honor, I pledge that I have neither given, received, nor witnessed any
unauthorized help on this case study.”
Signed ____Ty Craig__________________________________
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Case Study #8: British Petroleum
Dr. Dickinson: ACCY 420
Ty Craig
3 April 2019
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Abstract:

In this case, I examined the BP oil spill and how to account for contingency liabilities. By
looking at financial statements and footnotes explaining their methods for accounting
and estimating the liabilities, I was able gain a better understanding on contingency
liabilities and the most appropriate way to account for them. Not only did the oil spill
create a mess in the ocean, but it made an accounting nightmare. After reading the
footnotes, it was apparent that there were many things to consider in estimating the
liabilities. Trying to simply read their explanations and reasoning gave me a headache,
and I cannot imagine those who had to make all those decisions felt at the time. On this
big of magnitude, there are so many variables to consider that it is impossible to cover
all of them and account for all of them. It seems like BP’s management and Deloitte
were able to reasonably estimate the contingency liabilities to the best of their ability,
but there is no way they could have accounted for all of them and that their estimates
were that accurate. For me personally, this audit work involved too many estimates and
uncertainty for me to be comfortable. This case is a good reminder that accounting is
often not black and white and that we must do the best to our ability to ensure the
standing of the entity is represented as fairly as possible.
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A. What is a contingent liability? Explain, in your own words, when a company
would record a contingent liability (i.e. a contingent loss) on its books. List some
types of contingent liabilities. Do companies ever record contingent assets (i.e.
contingent gains)?

A contingent liability is when there is a possibility of a liability being created in
the future by uncertain events. A company would record a contingent liability
when it is likely to occur and if the amount of the liability can be reasonably
estimated. The contingent liability can also be disclosed in the footnotes if it is
either not probable or if the amount cannot be reasonably estimated. A
potential lawsuit is a common example of a contingent liability. Warranties are
also another common example of contingent liabilities. Contingent assets and
gains are not ever recorded even if they are probable and can be reasonably
estimated.

B. Product warranties are a common contingent liability. Consider a piece of
equipment such as a telescopic joint, which BP purchases from GE Oil and Gas.
The telescopic joint compensates for heave and offset on drilling vessels and is
sold with a two-year warranty against defects. From BP’s perspective as the
purchaser of the telescopic joint, what is a product warranty? From the
perspective of GE Oil and Gas, the manufacturer of the telescopic joint, what is a
warranty?
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From BP’s perspective, the product warranty is part of the value of the asset. The
value of the warranty and the asset are usually lumped together and recorded as
one asset. From the perspective of GE Oil and Gas, the warranty is a liability. The
warranty could be split up into a short-term liability and long-term liability since
it is for two years.

C. What judgments does management need to make to account for contingent
liabilities in general and accrued warranty costs ? How does a claim for damages
resulting from the Deepwater Horizon oil spill differ from a warranty claim on a
piece of equipment such as a telescopic joint?

Management needs to decide whether the future event is probable, reasonably
possible, or not likely. If it is probable, then it is accounted for as a liability and
decreases net income. If it is reasonably possible, then it is only disclosed in
footnotes and has no effect on the financial statements. If it is not likely to
happen, then it does not need to be disclosed in the footnotes and has no effect on
financial statements.

Management also needs to estimate the amount of the liability to account for. The
liability must be reasonably estimated to be included in the financial statements.

Accrued warranty costs are usually easier to predict and estimate since
manufacturers usually sell the warranties and have a history of them to make
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estimates based off of. By looking at past transactions, it can be reasonably
estimated the cost of the warranty and its probability of occurring. It is also
important to account for them in a way that follows the matching principle since
most warranties are for more than one year.

The claim for the damages resulting from the Deepwater Horizon oil spill is tricky
because it was an unlikely event that could not have been accounted for and
foreseen ahead of time. It is impossible for Transocean Holdings LLC to have
predicted that event and had a contingent liability in place to cover the costs of the
damages. Therefore, it would be hard for them to cover all the claims for damages
since they had not accounted for it. On the other hand, a warranty claim would be
easily covered because the manufacturer already has an accounting system setup
to cover those costs by having contingent liabilities in place.

D. Describe some of the estimates that BP must make to account for the
contingencies associated with the Deepwater Horizon oil spill. By way of
comparison, the Exxon Valdez oil spill took place on March 24, 1989. Litigation
continues as of early 2011.

Even though they have already received 150,000 claims for damages and 400
lawsuits, BP must still account for future contingent claims and lawsuits. To
estimate these contingent liabilities, BP must consider costs related to the
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ongoing cleaning and remediation efforts, litigation charges from breaking the
Clean Water Act, and legitimate individual and business claims.

BP management assumes it is only responsible to fines and penalties from
breaking the Clean Water Act. It also assumes that it was not grossly negligent
and made a conservative estimate based on the volume of oil spilled for breaking
the Clean Water Act.

BP provided a $20 billion escrow account to cover its best estimates in 2010.
However, they were unable to reliably estimate future claims and natural
resource damage. In the coming years, BP would have to try to estimate these
future claims and create contingency liabilities for them.

D2. If you were auditor for BP how would you draw a boundary around potential
losses?

Many claims made will not be legitimate as some businesses and individuals will
not have the capital to support a legal team strong enough to compete with BP.
However, many individuals and businesses will make these claims against BP in
an effort to save their failing business. These claims would have to prove that the
spill caused the business to fail and was not just correlated. BP should only make
estimates for contingency claims that are substantial and legitimate.
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Case Study #9: Wendy’s
Dr. Dickinson: ACCY 420
Ty Craig
10 April 2019
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Abstract:
In this case, I analyzed joint venture agreements by looking at the merger of
Wendy’s and Tim Hortons. I could see some of the benefits of a joint venture agreements
and some of the risks associated with joint ventures. In the two years following the
merger, TimWen seems to be successful. It would be interesting to compare the
financials of Tim Hortons before the merger with these financials of TimWen after the
merger. Wendy’s also has a joint venture in Japan that is struggling which shows some of
the risks entering a joint venture. Possibly the cultures and markets of the two companies
were so different that some of the benefits of a joint venture did not apply. Meanwhile, a
Canadian company merging with a neighboring U.S. company was able to grow the
market reach by entering the U.S.
All parts of this case have been simple and intuitive except for accounting for the
dividends received in a joint venture under the equity method. I am confused why the
“distributions received” are treated as an expense when calculating the effect of TimWen
on earnings before taxes. Wendy’s gets cash from the dividends but then uses an expense
to subtract from “equity in earnings” before putting it on their income statement. It is
confusing that something that gives you cash is also treated as an expense.
Overall, I enjoyed working on this case and found an interest in accounting for
mergers. I hope to one day work more closely with mergers and acquisitions to see what
makes a joint venture successful and what makes them a failure.
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a. In general, why do companies enter into joint-venture agreements?
According to Corporate Finance Institute, Companies enter into joint venture agreements
to combine resources to gain a tactical and strategic edge in the market. The companies
are able to share investments and expenses, but also intangible benefits come from a
joint-venture. Technical expertise can be added when two companies come together. It
can also help the company to get into new markets and reaching customers that it would
not have reached otherwise. In our case, the joint-venture can help Tim Hortons reach
U.S. markets and for Wendy’s to reach Canadian markets.

b. Consistent with U.S. GAAP, Wendy’s uses the equity method to account for its joint
venture in TimWen. Briefly explain this accounting method. In your answer, be sure to
comment on how the investing company accounts for its initial investment and any
subsequent income and dividend activity of its investee.
GAAP specifies that any equity investment that is worth 20-50% of the subsidiary must
follow the equity method. If the equity investment is worth less than 20% of the
subsidiary the fair value method is used. In the equity method, the subsidiary is often
consolidated into the investor’s financial statements. Therefore, the investor recognizes
net income or loss of the subsidiary on their books. It does this through an “Equity
Investment” account. Initially, the acquisition of the subsidiary is made with a journal
entry debiting “Equity Investments” and crediting “Cash”. Therefore, the subsidiary is
reported as an asset on the investor’s books. If the subsidiary has a net income, the
investor debits the “Equity Investment” account and credits “Investment Income”. The
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investor has now recorded a revenue that is equal to the percentage of ownership in the
subsidiary times the net income of the subsidiary. If the subsidiary issues dividends, the
investor receives a dividend equal to the total dividends issued times the percentage of
ownership in the company. The investor would record this by debiting the cash amount
and crediting “Equity Investments”. In summary, the subsidiary is consolidated into the
investor’s financial statements and any income or dividend activity by the subsidiary
effects the investor’s financial by the percentage of ownership.

c. When a company purchases shares (ownership) in another company, the investment
amount may exceed their share of the book value of the underlying net assets of the
investee. How does the investing company account for this excess amount under the
equity method?
The excess investment amount over the book value of the net assets is called AAP or
Acquisition Premium. This amount is treated as goodwill and is also used for purchase
price adjustments. Over time, the investor will amortize the assets to bring them closer to
their book value and treat it like depreciation. At the end of the period, the investor would
make a journal entry that debits equity income and credits equity investment for the
amount of depreciation.

d. Consider the information in Note 8. What amount did Wendy’s include on its 2012 and
2011 balance sheets for their equity method investments? Where does this appear on
Wendy’s consolidated balance sheet?
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This amount is included in the investments section of the consolidated balance sheet. In
note 8, it is broken down and shows how much of their investments are equity
investments. They have two equity investments. One of them is the joint venture with
Tim Hortons and the other is a joint venture in Japan. The net of these two in 2011 is
$91.819 million. In 2012, the net is $87.62 million.
e. Using information in Note 8, compare the amount recorded for Wendy’s investment in
TimWen at December 30, 2012 with Wendy’s 50% share of TimWen’s equity at
December 30, 2012. What accounts for the difference between these two amounts?
The investment amount in TimWen is $89.37 million while the partners’ equity amount is
$70.565 million. The partners’ equity amount is the book value of all the net assets in the
company. Wendy’s owns half of these which is $35.283 million. The investment amount
includes this $35.283 million and the AAP of $54.068 million. The AAP includes
goodwill and purchase price adjustments. On Wendy’s balance sheet, the investment in
TimWen reports the net assets at fair value on the date of acquisition. On TimWen’s
balance sheet, the net assets are reported at their book value. The difference in the two
numbers comes down to the difference between the book value of net assets and fair
value of net assets as well as goodwill.

f. Consider the information disclosed in Note 8 regarding Wendy’s investment in the
TimWen Joint Venture.
i. How did Wendy’s equity method investment in TimWen affect their earnings
before taxes in 2012 and 2011? Where does this appear in Wendy’s consolidated
statements of operations?
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In 2012, Wendy’s had equity in earnings for the period of $13.68 million. In
2011, it was $13.505 million. After taking out dividends and amortization of
purchase price adjustments, TimWen was recorded as an expense of $4.335
million in 2012 and $4.152 million in 2011 under “Other operating expense, net”
in Wendy’s consolidated statements of operations.

ii. Prepare the journal entry to record Wendy’s share of TimWen’s 2012 earnings.
12/31/2012

Equity Investment

13,680,000

Investment Income

13,680,000

iii. What is the amount of the amortization of the purchase price adjustments in
2012? Prepare the journal entry to record the amortization of the purchase price
adjustments for 2012.
The amount of amortization of the purchase price adjustments in 2012 is $3.129
million.
12/31/2012

Investment Income

3,129,000

Equity Investment

3,129,000

iv. What amount of dividends did Wendy’s receive from the TimWen joint
venture in 2012 and 2011? Prepare the journal entry to record the receipt of
dividends from TimWen for 2012.
Wendy’s received $15.274 million in dividends in 2012. In 2011, Wendy’s
received $14.942 million in dividends.

12/31/2012

Cash

15,274,000
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Equity Investment

15,274,000

g. Consider the information in the statement of cash flows.
i. The operating activities section of the statement of cash flows reports a negative
adjustment for “Equity in earnings in joint ventures, net” of $8,724 in 2012.
Reconcile this amount to the information disclosed in Note 8. Explain why a
negative adjustment is made to arrive at net cash from operating activities.
The “Equity in earnings in joint ventures, net” includes both TimWen and the
joint venture in Japan. In cash flows, the amortization of purchase price
adjustments is subtracted from the equity in earnings, but the dividends are not
and are part of the financing activities section. Therefore, Wendy’s has a “Equity
in earnings in joint ventures, net” of $10.551 million ($13.68m – $3.129m) from
TimWen. They also had an equity loss of $1.827 million from the joint venture in
Japan. Combining the equity gain of $10.551 million and equity loss of $1.827
million gives an overall equity gain of $8.724 million. Since it is a gain, it is a
negative adjustment on the operating activities section of the cash flow statement.
ii. The operating section also reports a positive adjustment for “Distributions
received from joint venture” of $15,274 in 2012. Reconcile this amount to the
information disclosed in Note 8. Explain why a positive adjustment is made to
arrive at net cash from operating activities.
In note 8, it indicates that the $15.274 million is the amount of dividends received
from TimWen. This is a positive adjustment because Wendy’s received cash from
it, as the journal entry indicates with a debit to cash and a credit to equity
investments.
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Abstract
In this case, the accounting for pension funds is reviewed by examining Johnson &
Johnson’s financials. With 134,000 employees, the pension fund and liability for Johnson
& Johnson is enormous and has a significant impact on their balance sheet, other
comprehensive income, and net income. Johnson & Johnson is one of only fourteen
Fortune 500 companies that still offers pension benefits. The amount of companies that
offer pension plans have fallen drastically. For many hard-working Americans, they
stress over social security ruining out or having enough in their 401k accounts. It would
be nice if your employer promised you a pension benefit but what if their pension fund
also runs dry before you retire. People’s future and retirement are dependent on good
accounting and handling of the pension fund. At the same time, this pension fund has an
impact on the financials of the company and impacts investors and creditors decisions.
The problem and danger of pension plans is that it requires many estimates with several
variables in the equation to properly account for the future obligation. Companies and
actuaries do their best to estimate it but often times the company comes up short in the
pension fund. As we see with Johnson & Johnson, the pension fund was under funded
by billions of dollars. In my opinion, the fund could be better accounted for if the
company used the actual return on assets when calculating pension expense instead of
expected. I think this would help the company make better estimates and at the same
time better represent the economics of the company to investors and creditors. It
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would be interesting to see the benefits and implications if FASB were to make this
accounting standard change.

a. There are two general types of retirement (i.e. pension) plans—defined benefit plans
and defined contribution plans.

i. How do these two types of plans differ? Which type does Johnson & Johnson have?
Johnson and Johnson use both types of plans. The defined benefit plan is setup to where
the employees have a guaranteed payment amount after retirement. Therefore,
Johnson & Johnson carry a liability for the employee’s retirement until the employee
dies. In a defined contribution plan, Johnson & Johnson puts a set amount into an
investment each year for the employee’s retirement plan but does not carry a liability.
Upon retirement, the employee receives the amount in the investment account.
ii. Explain why retirement plan obligations are liabilities.
The retirement obligations are deferred payments that they owe in the future;
therefore, they are liabilities.
iii. List some of the assumptions that are necessary in order to account for retirement
plan obligations.
There are several actuarial assumptions made to estimate the obligation. First, the
expected life span of the employee must be calculated to account for how long they will
receive retirement benefits. Also, they must estimate how long they will work for the
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company and how much they will make to estimate the future service cost. The
company also estimates the expected return on plan assets that would help offset the
retirement plan obligation.

A2. Draw a flow chart between employer, employee, and the investment firm for plan
assets.

b. In general, companies’ pension obligations are influenced each year by four main
types of activities: service cost, interest cost, actuarial gains or losses, and benefits paid
to retirees. Explain each of the four activities in your own words.
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The service cost increases the obligation by each year worked by an employee. For
every year worked, the retirement obligation increases. The interest cost is the interest
paid on the retirement obligation amount. The actuarial gains or losses are the
differences between the estimates made in the explanation above and what actually
occurs. The benefits paid to retirees are the payments made to employees who have
retired out of the plan assets and decreases the retirement obligation.

c. In general, companies’ pension assets are influenced each year by three main types of
activities: actual return on pension investments, company contributions to the plan, and
benefits paid to retirees. Explain each of the three items in your own words.
The actual return on pension investments is the revenue generated by the plan assets
fund. The fund is invested by a third party and the revenue made mostly by interest
revenue increases plan assets and decreases the annual pension expense. The benefits
paid to retirees decreases the retirement obligation by using the pension assets, so it
decreases pension assets.

d. In general, companies’ pension expense and pension plan assets both have a “return
on plan assets” component. How do the two returns differ? Explain the rationale for this
difference.
The expected return on plan assets the effects the annual pension expense, while the
actual return on plan assets is what effects the plan assets. The gain or loss on the
actuarial difference is put in OCI and amortized out into net income.
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e. Johnson & Johnson provides other benefits to retirees including health-care and
insurance benefits. What is the primary difference between the company’s otherbenefits plans and its retirement plans?
The retirement plans are more defined and the obligations associated with it can be
better estimated. Meanwhile, the health-care and insurance benefits are too hard to
estimate, so they are not accounted for with a liability account and are simply expensed
when incurred.

f. Consider Johnson & Johnson’s pension expense detailed on page 61 of the company’s
annual report. Note that the company uses the term “net periodic benefit cost” to refer
to pension expense.

i. How much pension expense did Johnson & Johnson report on its 2007 income
statement?
They reported $646 million as the pension expense in 2007.

ii. Prepare the journal entry to record the service cost and interest cost portion of the
2007 pension expense.

Pension Expense

1,253,000,000

Pension Liability

1,253,000,000
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g. Consider Johnson & Johnson’s retirement plan obligation, that is, the pension liability,
as detailed on page 62 of the company’s annual report.

i. What is the value at December 31, 2007, of the company’s retirement plan obligation?
What does this value represent? How reliable is this number?
The value is 12.002 billion on December 31, 2007. The value represents the estimated
amount that Johnson & Johnson will have to pay in benefit payments based on several
actuarial assumptions. The actuarials are well made with calculations, but it is important
to remember there are still numerous estimates that go into this value with many
variables affecting them.

ii. What is the pension-related interest cost for the year? Compute the average interest
rate the company must have used to calculate interest cost during 2007. Does this rate
seem reasonable? Explain.
The interest cost is $656 million. By dividing the interest cost by the beginning projected
benefit obligation, the average interest rate is 5.63%. According to Note 13, “The
Company’s discount rates are determined by considering current yield curves
representing high quality, long-term fixed income instruments”. This is a reasonable and
the usual way of calculating the interest rate.
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iii. What amount of pension benefits were paid to retirees during the year? Did Johnson
and Johnson pay cash for these benefits? How do the benefits paid affect the retirement
plan obligation and the retirement plan assets?
$481 million is paid to retirees as benefits in 2007. They did not pay cash for these
benefits as cash is only effected when there is a contribution. The benefits are paid
using the plan assets and decreases the retirement plan obligation.

h. Consider Johnson & Johnson’s retirement plan assets that is, the pension plan asset,
as detailed on page 62 of the company’s annual report.

i. What is the value at December 31, 2007, of the retirement plan assets held by Johnson
& Johnson’s retirement plan? What “value” is this?
The value of retirement plan assets is $10.469 billion. This is the fair value of the
accumulated contributions that Johnson & Johnson has made plus the return on these
contributions minus the benefits paid.

ii. Compare the amount of the expected return on plan assets to the amount of the
actual return during 2006 and 2007. Are these differences significant? In your opinion,
which return better reflects the economics of the company’s pension expense?
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The expected return in 2006 was $701 million, and the actual return was $966 million. In
2007, the expected return was $809 million, and the actual return was $743 million.
These differences are significant; however, they are amortized out over the years and
some years will have an actuarial gain while others have an actuarial loss so in the end it
should somewhat equal out. In my opinion, it would be better to go ahead and account
for the actual return and have that effect the annual pension expense each year.
However, FASB has made the guideline that companies must use the expected return in
accounting for the pension expense.

iii. How much did Johnson & Johnson and their employees contribute to the retirement
plan during 2007? How does that compare to contributions in 2006? (See page 63.)
In 2007, Johnson & Johnson contributed $317 million, and the employees contributed
$62 million. In 2006, Johnson & Johnson contributed $259 million, and the employees
contributed $47 million.

iv. What types of investments are in Johnson & Johnson’s retirement plan assets?
They have 79% of the plan assets held in equity investments and 21% held in debt
investments for the U.S.

i. Is the company’s retirement plan under funded or over funded at December 31, 2007?
At December 31, 2006? Where does this funded status appear on the company’s
balance sheet?
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The funded status is represented by the pension liability under accrued liabilities on the
balance sheet. The pension liability is found by the difference between the Projected
Benefit Obligation and the Plan Assets. In both years, it is under funded. In 2007, it is
under funded by $1.533 billion. In 2006, it is under funded by $2.122 billion.
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1) Read and thoroughly summarize the attached article

The paper argues that the FASB and the IASB should take more consideration to
the income statement approach when re-considering the Conceptual Framework. For the
past 30 years, the framework has been more based on the balance sheet approach. Today,
firms mostly focus on the income statement approach as investors and creditors care
more about earnings than they do the change in net assets. The balance sheet approach
focuses primarily on the valuation of assets and liabilities, and earnings are represented
by the change in net assets. Meanwhile, the income statement approach focuses on
revenues and expenses and uses the matching principle and revenue recognition principle
to accurately calculate earnings. Because the valuation of stocks is often based on
earnings, firms use the income statement approach to best accurately calculate earnings.

In the late 1970s, FASB decided that the balance sheet approach was the more
logical and conceptually sound approach. Before then the income statement approach was
widely accepted and used, and in this article the Columbia Business School calls for the
FASB to reconsider this decision and go back to the income statement approach. FASB’s
problem with the income statement approach is that it creates assets and liabilities that
may not actually hold economic value. While FASB embraces the balance sheet
approach, it still recognizes the importance of “earnings” in financial reporting. This
article is concerned that the structure and framework is based on the balance sheet
approach while the “accounting world” uses the income statement approach but still
follows the guidelines that are based on a balance sheet approach. When the FASB made
the decision to go with the balance sheet approach, they realized the importance of
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picking one approach and sticking with it, but to this day both approaches are used and
effect the accounting standards.
The Columbia Business School does not suggest that the FASB go back to the
income statement approach on which to base framework and standards on. Instead, they
suggest a full alternative model of financial reporting. The model would be based on the
two key principles of the income statement approach, however. The alternative model
calls for the cornerstones of accounting to be the revenue recognition principle and the
matching principle. Since accounting’s primary purpose is to accurately report financial
information to investors and creditors and since investors and creditors are mostly
concerned with earnings, it intuitively makes sense for the accounting concepts and
framework to be based on the principles that most accurately depict earnings.

2) How did reading this article change your current way of thinking?

To be honest, I was not aware of the two different approaches and their effect on
the accounting standards. In my education, everything I have done and my way of
thinking has been in terms of public accounting, and thus in the income statement
approach to report earnings to shareholders and investors. I have done cases and seen
examples when accountants even make unethical decisions to “juice” earnings and
income numbers. I have also seen managers make unethical and poor business decisions
to hit the earnings per share numbers that financial analysts projected. I only really think
about “earnings” being calculated from revenue minus expenses. I often forget that the
change in net assets is another method of calculating “earnings” and the economic value
increase of the company.
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I am somewhat startled finding out that FASB’s conceptual framework is based
on the balance sheet approach. The approach seems to hardly be used in reality, and it is
concerning that the framework of accounting and real-life financial reporting do not
necessarily use the same approach or think of accounting the same way. There is a big
discrepancy in the way of thinking about accounting in these two different approaches,
and it seems that FASB and practicing accountants are not thinking the same way or on
the same page. This is concerning and hopefully one approach can be agreed on, or an
alternative method of financial reporting like presented in the article can make a smooth
compromise. If FASB and practicing accountants continue to approach accounting
differently, there will continue to be problems and most likely get worse in the future.
In my opinion, the balance sheet approach seems to be good method for private
accounting, and the income statement approach should continue to be used in public
accounting. I somewhat agree that the balance sheet approach is a better approach to
determining the economic value of a company. However, investors and shareholders are
so fixated on earnings that the income statement approach is better for public accounting.
The article also served as a good reminder that there is not just one way to do
accounting. There are multiple different ways calculate financial numbers and multiple
ways to present the numbers. The best way is the one that most accurately depicts the
financial standing of the company; however, it does not hurt to explore other ways and
see how they affect the numbers. For example, one might use the income statement
approach to calculate earnings, but it could be interesting and serve a purpose to find the
change in net assets using the balance sheet approach to also examine the economic value
of the company.

93

The article also helped me realize that the accounting system now is not how it
will be in the future or even when I enter the workforce. New standards will come out
before I graduate and start working that will change specific aspects of accounting. I also
expect a dramatic change in the accounting system during my career. With the increase in
globalization, it is almost inevitable to adopt a global accounting system. We will have to
make compromises with other countries to come to a consensus on a universal accounting
system. The answer could be an alternative method of financial reporting like the one in
the article in which everyone would have to learn the new method. In the end, it is
important to stay open-minded to new methods and be flexible to new standards. I now
realize I will have to keep up with my education throughout my career, as I see this as an
ever-changing profession.

3) How will you use this information in your future career?

As stated above, the article was eye-opening in that it showed me the two
different methods and the pros and cons to both. It served as a good reminder that there
are different ways of accounting and looking at a company’s financials, specifically
calculating earnings. In the future, I hope to use different methods of accounting for a
company’s financials to gain a better understanding of their economic value. While the
company may have to follow one method that is under GAAP, I now realize other
methods could also be credible in portraying the financials of a company.
In my future career, I will stay open-minded to new methods of representing
financials. I will also now consider using the balance sheet approach to better understand
the economic value of companies. I will also question the validity of the assets and
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liabilities created from using the income statement approach. I now understand that there
is a bit of a tradeoff when trying to accurately depict one number over other numbers. In
the income statement approach, the goal is to best represent earnings, but it is at the
expense of maybe less valid assets and liabilities. As an accountant, I must consider
which numbers are the most important to accurately depict and if the cost of it is worth it.
I must always be aware of who I am actually doing the accounting for and what their
interests are.
The article also pointed out the history of the different accounting boards going
back and forth on the different approaches. This points out that even FASB might not
have the best methods for accounting figured out, and that it is okay to challenge the
authoritative accounting board. Every company and situation is different, and there might
be a better method of accounting tailored to that company than what is outlined in GAAP.
While I may have to report it using that method, footnotes are a good place to put
valuable financial information that is not part of GAAP. Investors and creditors can still
benefit from extra information that is not practically found from following the rules of
GAAP. At the end of the day, the role and duty of public accountants is to best represent
the financial information of a company to the public. While we have a set of guidelines, I
think it is important to question those standards if it better helps to reach the ultimate
goal.
When the Columbia Business School challenged FASB’s conceptual framework,
they made several logical points against the existing framework. I agreed most with their
idea to try to shift away from a single “bottom line” number. The article points out that
FASB is moving more towards fair value accounting. As this increases, so will gains and

95

losses on financial assets that are not part of operating activities. The earnings from
operating activities and earnings from value fluctuations of financial assets should be
kept separated. The earnings on operating activities help predict the future success of the
company while the value fluctuations of financial assets are a bit more random cannot
predict the future. In my future career, I will remember to make this consideration when
trying to predict future successes of companies, and I also hope to better make the
distinction between the two types of earnings when helping make the financial
statements.
I found this article to be interesting and enjoyed reading someone’s opinion that is
not parallel with that of FASB. Columbia Business School’s suggestion was logical and
made some good points at the very least. It has encouraged me to do some of my own
thinking while doing my accounting work. I will always follow the rules set by FASB
and outlined in GAAP; however, my own thinking can help me better understand why
they set those guidelines and understand the methods more in general.
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Abstract
For this case, the GAAP versus non-GAAP performance measures were analyzed from
looking at Google’s financial statements and press release. I found in the case that nonGAAP performance measures can be more relevant and a better prediction of future
earnings than traditional GAAP performance measures. In the article by Allan B
Afterman, he discussed the growing use of non-GAAP performance measures and their
usefulness for managers, investors, and lenders. He also pointed out the potential abuse of
non-GAAP performance measures and the difficulty of regulating it, so that firms do not
mislead the public. The public and investors would benefit more from non-GAAP
performance measures if there were clear explanations and rationale for how the firms
arrive at their non-GAAP performance measures. The non-GAAP earnings help show
management’s view of the company and its success as well. It allows management to
have a voice in the financial statements which I believe is a great improvement. At the
end of the day, the financial statements are the firms’ chance to “sell” investor and
creditors on the company. As accountants, our role is to make sure that the numbers
appropriately represent the company, but I believe it is fair for the company to have a
chance to express their beliefs on the company’s success to sell to the public.
It was also interesting to see the effect that a press release has on stock prices. The direct
correlation of the good news in the press release with the increase in the value of the
stock shows that the public trusts the numbers that are released and the accounting behind
it. In the end, the financials are simply used to be a place of communication for the firms
to the public, and I believe that both accounting principles and GAAP numbers and nonGAAP numbers should all work together to best convey the company to the public.
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h. Read the excerpts of the press release titled “Google Announces Fourth Quarter and
Fiscal Year 2013 Results” and review Google’s operating performance reported in the
statements of income accompanying the press release.
ii. The press release includes information about non-GAAP financial measures for
the fourth quarter of 2013. Consider the table that reconciles GAAP measures to
the non-GAAP measures. What explains the difference between GAAP net
income and the non-GAAP equivalent? Do you agree with each of Google’s
adjustments in computing non-GAAP earnings? Why or why not?
Google made three adjustments from GAAP net income to the non-GAAP
equivalent. Google eliminated stock-based compensation expense net of tax,
restructuring and related charges net of tax, and net loss from discontinued
operations.
I agree that Google’s adjustments help to better represent the operations and
future earnings of the company. According to Allan B. Afterman, there is
evidence that “non-GAAP reported amounts tend to be a better predictor of future
earnings and cash flows”. In my opinion, these adjustments help better predict
future earnings because they are not representative of the company’s operating
income. The adjustments are either “unusual” expenses or do not affect the future
success of the company. I can see where adding back the stock-based
compensation expense could be an issue if they offer these to their employees
every year and can be seen as part of employee expense. If the compensation is
unusually large for this year then I would agree with adjusting it. In the prior year,
the compensation expense was $700 million versus $902 million this year.
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Therefore, it may be more reasonably to only adjust the large increase and not
write-off the whole expense. The restructuring charge is significantly lower than
the previous year’s and almost immaterial. If this number continues to fluctuate
significantly, it makes sense to take it out to better predict future earnings and the
current standing of the company. I completely agree with adjusting the net loss for
discontinued operations as that will have no effect on the future of the company.
I. Use the attached stock-market charts for Google for the period January 1, 2013,
through February 14, 2014, to answer the following questions.
i. Compare Google’s fiscal 2013 earnings performance with the movement in
Google’s stock price over 2013.

Google’s earnings are directly correlated with its stock price. They are almost
identical in movement.
ii. Compare Google’s 2013 stock price performance with the performance of the
broader

set of firms trading on the NASDAQ exchange (that is, the NASDAQ

index).

Google’s stock price generally rises and falls with the rest of the stock market. Its
stock return has been consistently higher than the rest of the firms. The biggest
difference came in the beginning of November. Google had a sharp increase in
stock return at this time compared to the rest of the firms. This increase kept
Google’s stock return roughly 20% to 30% higher than other firms for the rest of
the year.
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iii. Based on the stock market chart, did the market perceive the earnings news in
Google’s press release dated January 30, 2014, as “good news” or “bad news”?
Note: the press release was made available after the close of trading for the day.
The market perceived the earnings news as “good news”. The stock price rose
with anticipation of the release and then dropped back down right before the
release. On February 1, 2014, the stock price started rising back up higher than it
was before.

j. Read the Wall Street Journal article from January 30, 2014 titled “Google Reports
Higher Profit.”
i. According to the article, how did Google’s fourth quarter revenue and earnings
compare to the consensus analyst forecasts at the time of the earnings press
release? Are these relations consistent with the positive stock market reaction
following the press release?
Google reported a fourth quarter revenue of $16.9 billion. The analyst forecasts
projected revenue of $16.8 billion. Google did slightly better than expected in the
fourth quarter for revenue. Google reported $3.38 billion in earnings compared to
$2.89 billion in the previous year. However, analysts projected Google’s dilutive
earnings per share to be $12.20, but Google reported $12.01 dilutive earnings per
share.
Overall, Google met projections or did slightly better. The positive market
reaction correlates with the press release. Plans to sell Motorola also played a role
in the positive stock market reaction.
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ii. What other factors does the article discuss that might contribute to the market’s
positive reaction to the earnings press release? Are there any factors that might
cause investors to be concerned about Google’s recent performance?
Google’s plans to sell Motorola to Lenovo for $2.9 billion provokes a positive
reaction from investors. Motorola has hurt Google’s bottom line number by $2
billion since they acquired it in 2012. The selling of Motorola would boost
Google’s operating income which was a number that has worried investors.
A concern investors may have been that Google’s revenue from each click on
advertisement continues to decline. The average revenue per click dropped 11%.
Considering that Google’s advertisement business makes up $14.1 billion of their
$16.9 billion, any concern of the profitability of their click advertisements must
be worrisome.
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